. Introduction
In Japan, firms are regarded as being managed by all of the board members. Under Japanese commercial law all board members, including inside directors, have management responsibility. The Tokyo Stock Exchange (2004), for instance, states the following: The term "management" means the persons recognized by the company to have actually been involved in the management of the company, including representative directors and executive officers, which in turn include representative executives and executives. (p.12) . On the other hand, in the US the role of board members is merely to elect and monitor the chief executive officer (CEO) who, in turn, has responsibility for day-to-day management. This is the main difference between Japanese and US commercial law. However, past empirical studies do not confirm whether the corporate governance of Japanese firms' management style is weak. The objective of this paper is to examine whether there is a relation between the level of business managers' compensation and the quality of corporate governance, and whether firms with weaker governance structures have poorer future performance.
Theoretical studies by Holmstrom (1979; 1982) analyze the management compensation problem using a principal-agent model. They show that the compensation of agents (managers) becomes pay-for-performance so as to maximize value for shareholders (principals) when ex post business performance represents the manager's level of effort. Ozerturk (2005) presents a theoretical model concerning the degree of manager (CEO) independence. His model proves that the board of directors will monitor the CEO less when it is less independent of the CEO.
Previous empirical papers in the US examine the relation between the level of compensation for boards of directors and firms' performances. Sloan (1993) concludes that CEO cash compensation is positively related to business profit. Joskow and Rose (1994) show that CEO compensation is related both to firms' profits and stock returns.
Their paper reports that CEO compensation increases by 6.8% as business profit increases by 10%, and by 0.8% as stock returns increase by 10%.
There are several studies that examine the relation between the level of CEO compensation and the quality of corporate governance. Yermack (1996) provides evidence that business value and performance is a decreasing function of board size, suggesting that the board of directors monitors the CEO less as the number of directors on the board increases. Core et al. (1999) point out the possibility that the board of directors tends to be dependent on the CEO when the CEO influences the board of directors. They indicate the possibility that monitoring proxies, such as the board of directors' characteristics and ownership structure, are significantly related to CEO compensation. They also prove that CEO compensation increases as the result of insufficient monitoring of the board of directors and ownership structure. In addition, their paper shows that firms with weaker governance structures often have poorer future performance.
A number of past empirical papers also compare US and Japanese CEOs in terms of compensation for performance. Kato and Rockel (1992) , for example, regress CEO compensation against stock returns, the return on equity (ROE), and CEO characteristics. They find that Japanese CEOs' compensation is positively related to business size but is not significantly related to either ROE or CEO characteristics. Kaplan (1994) regresses Japanese CEO compensation against stock returns, the growth rate of sales, return on assets (ROA), and a loss dummy variable using Japanese CEO compensation data from 1980 to 1988. He finds that the loss dummy variable is significantly related to CEO compensation. Finally, Kato (1997) examines the relationship between six main bank keiretsu dummy variables and CEO compensation in Japan. As with previous work, Kato (1997) confirms that CEO compensation is positively related to business performance. However, these studies generally examine the relationship between the level of CEO compensation and each firm's profits. Accordingly, there is no consideration given to the relationship between the level of managers' compensation and the quality of corporate governance, and whether firms with weaker governance structures have poorer future performance.
The conclusion of this paper is that Japanese managers are overcompensated because they are weakly monitored. We find that Japanese managerial compensation increases as the percentage of old, bank and gray outside directors increases. We also find that Japanese managers' compensation is higher in firms with block holders. These relationships suggest that monitoring of the role of old, bank, and gray outside directors is weak, as is monitoring of board stockholding and block holders. In order to examine whether firms with weaker governance structures have poorer future performance, we regress the predicted component of compensation arising from the quality of firms' corporate governance, such as the board and ownership structure variables, against future business performance. The results show that the predicted component of compensation is negatively related to future business performance, and that Japanese managers have an overcompensation problem as in the US.
The remainder of this paper is organized into five sections. In Section II we estimate the managers' compensation equation and make two hypotheses concerning variables are defined. Section IV describes and interprets the empirical results. A summary and conclusion is provided in Section V.
. Empirical Model
Previous studies of Japanese CEOs' compensation assume that principals are outside shareholders and the agent (or manager) is the CEO. Japanese commercial law determines that all of board members, excluding outside directors and auditors, have some responsibility for management. This paper assumes that principals are outside shareholders, and agents (or managers) comprise all board members, excluding outside directors and auditors. We then examine whether outside directors sufficiently monitor managers.
In Section II.1, we present the methodology to test whether there is a relationship between the level of managers' compensation and the quality of corporate governance.
Variables are defined in Section II.2. In Section II.3, we test whether firms with weaker governance structures have poorer future performance.
II.1 The determinants of managers' compensation
This paper examines whether there is a relation between the level of a Japanese business manager's compensation and the quality of the firm's corporate governance as in Core et al. (1999) 1 .
We regress Japanese business managers' compensation against monitoring proxy variables that represent board of director characteristics and ownership structure after controlling for variables that represent business performance. The Japanese business managers' compensation regression is represented in equation (1).
1 Previous studies of Japanese CEO compensation such as Kaplan (1994) and Kato (1997) examine whether CEO compensation is positively related to business profit, but do not investigate whether or not CEO compensation is well monitored. When we relate compensation to corporate governance, the null hypothesis means that the estimated coefficients of monitoring proxy variables are equal to zero
). Accordingly, we can check the significance of the null hypothesis using the following F-test.
II.2 The managers' compensation estimation
We analyze the effectiveness of board and shareholders' monitoring of managers' compensation. Compensation is determined by each firm's performance and monitoring proxy variables when the null hypothesis ( ) is rejected. The definitions of all independent variables are provided in Table 1 .
We employ four economic variables as determinants. Positive signs are hypothesized for the two business performance proxy variables: the growth rate of sales and ROA. Xu (1997) argues that a profit and/or loss statement is necessary when salary is paid. Therefore, we adopt the loss/profit dummy variable to check whether salary is reduced when a loss is reported. Managerial compensation in a larger firm is thought to be higher. This is because larger business size needs higher management abilities. As a result, managers' compensation is used to control for the effect of business size, and the sign condition of business size is positive.
We also include six types of board characteristics: the percentage of busy outside directors, gray outside directors, old outside directors, bank directors, government directors and corporate directors. Table 1 presents the definition of the six variables.
Each of the variables representing the lack of outside directors' independence toward managers has a positive relation with managerial compensation.
There is mixed evidence about the sign condition of busy outside directors. Core et al. (1999) point out the possibility that their monitoring role is weak. On the other hand, busy outside directors improve their monitoring ability by holding the additional posts as other firms' directors. As a result, the sign condition of the percentage of busy outside directors cannot be determined. Core et al. (1999) suggest that the monitoring of gray and old outside directors is also weak: the sign condition of their monitoring is positive.
There is mixed evidence about the sign condition of the percentage of bank directors. In Japan, it has been argued that commercial banks monitor the management of firms, and so bank directors play a role in monitoring firms. If this is the case, then managers' compensation may be reduced by bank directors. On the other hand, Morck and Nakamura (1999) point out that the restructuring of firms does not progress after directors from the banking sector have joined the firm. Therefore, we cannot decide the sign condition.
There is mixed evidence about the sign condition of government directors. In the first instance, they are thought to play the role of an outside director as in Aoki et al. (1994) . If this is the case, then sign condition is negative. On the other hand, Kaplan and Minton (1994) insist that government directors do not play the role of an outside director. In other words, they assume that the monitoring of government directors is weak because retired government officials tend to be firms' directors 3 . According to the assumptions of Kaplan and Minton (1994) , government directors take a similar role to that of gray outside directors, and the sign condition is positive. Accordingly, we cannot decide the sign condition. Corporate directors are appointed by firms that hold more than 20% of stocks and are the largest stockholders. These also play a monitoring role.
Therefore, the sign condition is negative.
We adopt two stock ownership variables: percentage of board stock ownership and block holder dummy variable. The sign condition of board stock ownership is defined as positive because the proportion of voting rights the board represents in a stockholders' meeting is higher when stock ownership is higher. The sign condition of the block holder dummy variable is negative as in Core et al. (1999) . They point out that the role of block holders' monitoring is effective. Accordingly, the sign condition is negative.
II.3 The excess compensation hypothesis
We find that monitoring proxies are significantly related to managers' compensation when the null hypothesis (H 1N ) is rejected. There are two possibilities if the null hypothesis is rejected. One possibility is that managers' compensation is well monitored.
The terms of the monitoring proxies are positively related to future business performance when Japanese managers' compensation is well monitored. In other words, there is no excess compensation. We call this hypothesis the efficient compensation hypothesis.
The other possibility is that managers' compensation is weakly monitored. The terms of the monitoring proxies are negatively related to future business performance when Japanese managers' compensation is weakly monitored. In other words, the terms indicate excess compensation. We call this hypothesis the excess compensation hypothesis.
In order to identify these two possibilities, future business performance is regressed against the terms representing the monitoring proxies (predicted excess compensation). The interpretation of the excess compensation hypothesis is that the predicted excess compensation (PEC) corresponds to managers' overcompensation when PEC is negatively related to future business performance. PEC arises from the quality of firms' corporate governance such as the board and ownership structure variables. As in Core et al. (1999) , we define the monitoring proxy terms
where the coefficients on the governance variables ( ) are estimated with estimation (1). The sign condition of PEC ( 1 ξ ) is negative when managers are weakly monitored.
Then, future ROA goes down when PEC goes up, and there are excess components in managers' compensation. Core et al. (1999) report that the sign condition of PEC ( 1 ξ ) is negative, and conclude that US CEO compensation includes excess components.
III. Data
We use data from the Nikkei NEEDS database along with hand-collected data. The We specify each manager's cash compensation as the sum of salary and bonus earned per director. There is no publicly available data on CEO and individual compensation in Japan. Only total compensation data, including all directors and all auditors, is available in the Nikkei NEEDS database.
We obtain the survey data of compensation characteristics for the board of Table 2 . As compared with the data in Core et al. (1999) , the level of ROA and the growth rate of sales are lower because of the bursting of the bubble economy in 1990. Our sample contains many firms whose statements of accounts indicate losses, with 11.7% of firms earning negative profits. The average size of assets is about 200 billion yen. The number of directors in our sample is about 12, and this is larger than in Core et al. (1999) . The average percentage of board members' stock ownership is 2.2%, and lower than that in Core et al. (1999) . The average percentage of bank stock ownership is 41%, and of firms' stock ownership is 26%. Table 3 represents the descriptive statistics of the variables in equation (3). The level of average ROA after one fiscal year and for five fiscal years is low.
IV. Results
In this section, we estimate two equations and test two hypotheses. First, in Section IV.1 we estimate equation (1), and test whether there is a relation between the level of Japanese business manager's compensation and the quality of corporate governance.
Second, in Section IV.2 equation (3) is estimated, and tests whether the excess compensation hypothesis is accepted or rejected. Table 4 reports the results of estimation of equation (1) We test the null hypothesis (H 1N ) using estimated equation (1) (i) and (ii). The null hypothesis is rejected with the governance test, and the result is common to both (i) and
IV.1 The managers' compensation estimation
(ii). Therefore, we find that managers' compensation is significantly related to the quality of a firm's corporate governance. Table 4 demonstrates that the level of managers' compensation is related to business performance. As for economic determinants, the estimated coefficients of the growth rate of sales, ROA, and size of assets are consistent with their sign conditions, and are positively significant at the 1% level. Similarly, the estimated coefficient of the loss dummy variable is consistent with the sign condition, and is negatively significant at the 1% level 5 .
The estimated equations (i) As for stock ownership, the percentage of stock ownership per board member and block holder dummy is positive at the 1% level. The estimated coefficient of percentage stock ownership per board member satisfies the sign condition. This is a different result to that of Core et al. (1999) 6 .
IV.2 Predicted excess compensation hypothesis
In this section, we examine whether the terms of monitoring proxies are positively related to future business performance or negatively related. We can deduce that managers receive overcompensation when the terms of monitoring proxies are negatively related to future business performance. Table 5 presents the results of equation (3). Equation (3), (i) and (ii), shows that the coefficient of PEC ( 1 ξ ) is negative both for next year's ROA and the average ROA for the next five years, but these values are not significant. The result shows that the negative sign of the PEC coefficient is robust, and the effect of PEC in reducing business profits persists for long periods. The effect of PEC decreases and this is consistent with Core et al. (1999) . We find that ROA decreases by about 0.1% as PEC increases by one unit year 7 , and, from(3) (i), that a cumulative loss in ROA decreases by -0.09% over one year and by -0.3% over five years, and from (3) (ii) that it decreases by -0.012% over one year and by -0.45% over five years. This effect is smaller than that found in Core et al. (1999) . Compared with US managers' overcompensation, managers' compensation in Japan is relatively smaller.
Overall, the effect of PEC implies negative business performance. These results
show that there is a manager overcompensation problem in Japan as in the US, but it is relatively smaller in the case of the former.
V. Conclusion
This paper examines whether managers' compensation is efficiently determined or overcompensated because of weak monitoring. As a result, there are three findings about Japanese managers' compensation. First, Japanese managers' compensation is related to the corporate governance of firms. Second, the monitoring role of old, bank, and gray outside directors is weak. The role of board members and block holders as stock holders is also weak. Third, the effect of PEC is negative to firms' performance, but the efficient compensation hypothesis is not significantly rejected. That is to say, there is a managers' overcompensation problem as in the US. In addition, we also find that the effect of PEC in decreasing firms' profits persists for five years.
The result of this paper implies that firms in Japan can get more profit by decreasing managers' overcompensation. In other words, Japanese firms can make more profit by decreasing the number of outside directors such as the old, the gray, and those from the banking sector.
7 The coefficient implies a per-year loss in ROA of 0.09%, 0.06%, 0.12%, and 0.09%, over one year by (3) (i), five years by (3) (i), one year by (3) (ii), and five years by (3) (ii).
This appendix discusses the way in which the average compensation of all board members excluding outside directors and auditors is used as managers' compensation proxy variables. We divide all 86 firms in the sample into three groups to control for the size effect of board members' total compensation. These groups comprise small (28 firms), medium (29 firms), and large (29 firms , and *** denote significance at the 10%, 5%, and 1% levels, respectively. The null hypothesis of the pooled test is that all of industrial dummy variables equal zero. , and *** denote significance at the 10%, 5%, and 1% levels, respectively. The null hypothesis of the pooled test is that all industrial dummy variables equal zero.
